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Mr. Chairman, and members of the Committee, 1 appreciate the
opportunity to testify on behalf of the Federal Deposit Insurance
Corporation about our policies for application of the D70ench
doctrine and section 1823(e) and the impact of S. 648, the

D 70ench Duhme Reform Act, on the FDIC.

My testimony will briefly describe the D70ench doctrine and
the requirements of section 1823 (e) ; the steps that the FDIC has
taken and is taking to balance the public interest in effective
banking supervision, resolution, and liquidation with the public
interest iIn the fair treatment of individuals; the public
policies served by D70ench and section 1823() ; and the potential
impact of the proposed D70ench Duhme Reform Act on those public

interests.

BACKGROUND ON THE D70ENCH DOCTRINE AND SECTION 1823(e)

What i1s commonly referred to as the 'D70ench doctrine™ 1is
essentially an estoppel doctrine applied by the courts to bar
enforcement of secret agreements against the receiver of a failed
financial institution. In effect, the doctrine bars reliance
upon any secret agreement or arrangement that may tend to mislead
financial iInstitution examiners. The D70ench doctrine arises
from a 1942 United States Supreme Court decision, D70ench Duhme &
Co. v. FDIC. 315 U.S. 447 (1942), in which a borrower signed
promissory notes to a bank with a secret side agreement that the

notes would never have to be repaid. The Court held that the
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debtor was estopped from asserting the oral side agreement as a
defense. It stated that the FDIC must be able to rely on the
institution®s books and records to determine the institution®s
true condition and that allowing the debtor to avoid liability
based on an agreement outside the books and records would tend to

deceive the regulators.

The related statute, section 1823(e), was enacted as part of
the Federal Deposit Insurance Act (FDI Act) in 1950. It specifies
four requirements that must be met for agreements to be binding
against the FDIC if a financial institution subsequently fails.
The statute requires that any agreement be iIn writing, be
executed by the borrower and the institution contemporaneous with
the acquisition of the asset, be approved by the board of
directors or loan committee, and continuously be an official

record of the institution.

In essence, the D"0Oench doctrine and section 1823 (&) serve
to ensure that all agreements or arrangements affecting the
depository institution®s financial condition must be recorded and
available for review by regulators and receivers so that they can
accurately assess the true financial condition of the
institution. This public policy lies at the center of the
ability of the FDIC and other regulators to supervise open
institutions and to resolve failing ones. The ability to rely

upon the records of an institution In order to evaluate its
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assets and liabilities supports key public policy goals and
related statutory requirements such as prompt corrective action,

the "least cost” test, and the protection of the deposit

insurance funds.

Of course, these iImportant public policies must be balanced
with the public interest iIn fairness to individuals. The FDIC
has recently taken additional significant steps to ensure that
the D70ench doctrine and section 1823 (e) are applied fairly and
consistently with their public purposes. The FDIC remains
willing to work with Congress to achieve an optimal balancing of
the competing public interests in any amendments to section
1823 (e) - We are committed to finding ways to satisfy our
statutory mandates with regard to supervising open TfTinancial
institutions, resolving failing institutions, and liquidating
failed institutions while also preventing a potentially adverse

impact on individuals.

EFFORTS BY THE FDIC TO ENSURE FAIRNESS

Although the D70ench doctrine and section 1823 (e) promote
critical public policy goals, the FDIC recognizes that the
application of these legal principles requires a balancing of

those goals with the public interest that individuals be treated
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fairly. This balancing of interests has been the subject of
debate since the earliest days of the D70ench doctrine and
section 1823(e). Attachment A summarizes the debate surrounding

the passage of section 1823(e) in 1950.

Questions about the application of D70ench or section
1823(e) were raised during Chairman Heifer7s confirmation process
and during testimony by Vice Chairman Hove last year. Chairman
Heifer and the FDIC have followed through on their commitment to
reexamine the FDIC7s use of D70ench and section 1823(e) and have
implemented new guidelines to govern the circumstances under

which these powers will be authorized by the FDIC.

During March 1994, an inter-divisional working group was
established at the FDIC to discuss an appropriate response to
concerns about the application of the D70ench doctrine and
section 1823() and to prepare recommendations to present to the
new Chairman. The working group was made up of representatives
of all affected groups within the FDIC, including those parts of
the FDIC responsible for supervision of open financial
institutions, resolution of failing institutions, and disposition

of the assets and payment of claims against failed institutions.

As a result of the working group®s efforts, new guidelines
were implemented during November 1994. All FDIC staff, outside

law firms, and asset servicing contractors are now subject to the













































